
STOP 



Early Journal Content on JSTOR, Free to Anyone in the World 

This article is one of nearly 500,000 scholarly works digitized and made freely available to everyone in 
the world by JSTOR. 

Known as the Early Journal Content, this set of works include research articles, news, letters, and other 
writings published in more than 200 of the oldest leading academic journals. The works date from the 
mid-seventeenth to the early twentieth centuries. 

We encourage people to read and share the Early Journal Content openly and to tell others that this 
resource exists. People may post this content online or redistribute in any way for non-commercial 
purposes. 

Read more about Early Journal Content at http://about.jstor.org/participate-jstor/individuals/early- 
journal-content . 



JSTOR is a digital library of academic journals, books, and primary source objects. JSTOR helps people 
discover, use, and build upon a wide range of content through a powerful research and teaching 
platform, and preserves this content for future generations. JSTOR is part of ITHAKA, a not-for-profit 
organization that also includes Ithaka S+R and Portico. For more information about JSTOR, please 
contact support@jstor.org. 



THE HIGH COST OF MONEY TO PUBLIC UTILITIES 1 

By D. R. Gwinn 2 

In these days of extremely high cost of living, when the cost of 
provisions, clothing, coal and other commodities has reached a high 
altitude, the cost of money has also materially increased. The 
average citizen, who has observed the great advance in prices of 
groceries, meat, clothing and shoes, has probably failed to note that 
the cost of water, gas, electricity and street car service has not 
advanced in the same proportion. And while some workmen have 
had a period of wild extravagance, indulging in fifteen dollar silk 
shirts, the average salaried man has been so busy trying to stretch 
his income to meet the rising cost of living, that it is not surprising 
that he has not had time to consider the difficulties under which 
the public utilities are struggling. 

The word "struggling" is used after due consideration. 

While the title of this paper indicates that it will deal with cost 
of money the author will take the liberty of stating that a com- 
pilation made by him shows that since 1914, the average increase in 
the cost of 29 items entering into the operation of a water works 
plant was 86.7 per cent. The average increase in the cost of labor 
at the Terre Haute plant since 1914 is 63 per cent. The increase in 
common labor has been approximately 100 per cent. 

As a matter of fact, cost of operation does enter indirectly into 
the cost of money, for when there is a big increase in cost of opera- 
tion without an increase in gross earnings there is a reduction in 
net earnings which may materially affect the attractiveness of bonds. 
And if bonds are not attractive to the buyer he will expect a larger 
discount, which means a higher cost to the utility for the money he 
rents. 

1 Read before the Illinois Section, March 24, 1920. Discussions of this 
paper are requested, and should be sent to the Editor. 

2 President and General Manager, The Terre Haute Water Works Company, 
Terre Haute, Ind. 
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Where the utility must filter and sterilize water, the cost of opera- 
tion is subject to an unusual increase. It is necessary to maintain 
the standard of purity regardless of cost or dividends. 

The company whose bonds matured since the United States 
entered the great war was extremely unfortunate. The necessity 
for money for war purposes was so great that the rate of interest on 
Liberty Bonds was raised again and again. When the investor 
can buy 4f per cent Liberty Bonds at less than par he has no inter- 
est in the average utility bond unless the security is ample and the 
return much higher than that from government bonds. 

The author is familiar with the re-financing of a water company 
whose A\ per cent 20-year bonds matured last June. There was 
approximately one million dollars outstanding. It was necessary 
to issue $1,035,000 6 per cent 5-year securities which were sold at 94 
or at a discount of 6 per cent. The company is required to pay into 
a sinking fund out of surplus earnings, $20,000 per annum for retir- 
ing the securities. The annual interest charge was increased 
$17,100; that is, from approximately $45,000 to $62,100. The 
discount, when amortized over the 5-year period, amounts to $12,420 
per annum, making an increase in the cost of money to the com- 
any of $29,520 per annum. 

However, there were other costs in connection with the issue of 
the securities, such as attorney fees for preparing the trust deed and 
other papers, traveling expenses, revenue stamps and printing; the 
fees to the State amounted to $2,087 for authority to issue securities. 
The company assumed the income tax up to 2 per cent on the bond 
interest. 

Outside of these extra costs, which were kept at the minimum, the 
cost of money to the company is 7.63 per cent. Including the 
additional expense, the cost is almost 8 per cent. 

In five years from the date of issue, the whole program must be 
repeated. It is to be hoped, however, that the cost of money at the 
time of maturity will be lower than at present. Fortunately for 
the company, the Public Service Commission authorized an increase 
of rates, which has been a great help, although the increase was not 
as much as was asked for or what the company thought it was 
entitled to. 

To show that the case referred to is not an unusual one, the author 
will state that public utility securities have been offered recently to 
yield the investor in the neighborhood of 8 per cent. This would 
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mean that the cost to the utility for money would be considerably 
more. 

When a utility must pay 8 per cent and, in some cases, 10 per cent 
for the use of money, how can it be expected to do business and 
furnish satisfactory service on a 7 per cent rate of return. 

The securities of the Toledo Traction, Light and Power Company, 
were recently offered to yield the investor 8 per cent. It means 
that the cost to the utility would be even more than that high rate. 

The securities of the Cincinnati Gas and Electric Company have 
recently been offered to yield the investor over 8 per cent. 

The Brooklyn Edison Company also issued some securities that 
will be due in 1930, which were offered to yield the investor 7 per 
cent; the discount and expense must be taken into account to get 
the actual cost to the utility. 

The author has a list of about a dozen large utility concerns, the 
securities of which were offered to yield 7.55, 8, 7, 8, 7.8, 7.75, 7.75, 
7.75, 7.5, 7.18, 7.5, and 7.8 per cent. This will give an idea of the 
yield to the investor, but it should be borne in mind that the actual 
cost to the utility is greater than the figures mentioned. 

The additional cost depends on the money market, the life of the 
bonds or other securities, the standing of the utility, the record of 
earnings, etc. The banker who buys the securities must maintain a 
selling organization and there is the expense of investigation, exami- 
nation of properties, audit, legal opinions, and also overhead expense. 

A prominent financial writer, in a recent review and forecast, 
stated : 

Careful attention, however, should be given to fare and rate regulation and 
limitation, which has caused the downfall of some of the strongest companies 
in the country during the past few years of rising costs and restricted incomes. 
Many traction companies have been crucified on the altar of political stupidity. 

Some traction companies have been granted relief. It is shown 
in a statement recently published that fares have been increased in 
460 cities. The 10 cent fare now prevails in 59 cities. Unfortu- 
nately, 48 companies went into the hands of receivers in the year 
1919 and in the past three years, 98 companies were involved in 
bankruptcy. 

Property that is dedicated to the use of the public should be 
treated fairly and liberally, otherwise capital will seek other invest- 
ments. Unless the rate of return is such as to attract capital, the 



HIGH COST OF MONET 519 

property can not be improved and needed extensions made. The 
result is that the public suffers. The public is willing to pay- 
reasonable rates for good service. An inadequate rate of return not 
only hurts the utility, but it hurts the public. 

The author was interested in a decision rendered April 18, 1916, 
by the Railway Commission of Wisconsin in the case of Peter B. 
Bogard vs. Wisconsin Telephone Company. Here are a few extracts 
from the decision which show the sensible way the Wisconsin Com- 
mission looks at these financial matters: 

The cost at which capital can be had depends upon the market rate for 

money in similar undertakings During the past decade, the 

cost of capital and of the other elements mentioned for public utilities gen- 
erally, which are operating under conditions that may be regarded as normal, 
has ranged from about 7 per cent to more than 9 per cent on the fair value of 

the plants and their business When the net earnings available 

for returns have amounted to at least twice as much as the interest charges on 
the bonds, the cost of obtaining the money has not often been less than about 
6.5 per cent. When that part of the capital, which is thus comparatively well 
secured, costs as much as this, it is rather obvious that the balance of the capi- 
tal over and above that part which is thus represented by the bonds, must 
cost a great deal more. In fact, experience shows that for the latter part, the 
cost is often from two to three times as great as for the former part. This is 
certainly true when the investment is based on commercial considerations 
alone. The cost of the capital needed is a part of the cost of the service that 
in the long run must be borne by the consumer if the service is to be furnished. 
This cost, like most other costs, is fixed in the open market by economic 
forces over which individuals and companies have little or no control. . . . 
In many of its decisions, where the conditions were normal, the Commission 
has found the reasonable rate of return to which utilities should be entitled, 
to be from 7 to 8 per cent of the fair value of the property and business. We 
believe that in the present case .... the latter rate of return is fully 
justified. 

It should be noted that the decision, from which the extracts were 
taken, was rendered April 18, 1916, or nearly four years ago, when 
the demand for money can not be compared with the present great 
demand and high cost. 

Water companies and departments have been given some relief, 
but in a general way, it would seem that the relief has not been in 
proportion to the rate of increase in the cost of operation and in the 
cost of money. 

In justice to many Commissions, it may be stated that they are 
making a conscientious effort to give the necessary relief, and it is 
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to be hoped that the vision will be broad and clear; that the Public 
Service Commissioners will realize that if service is to be continued 
and of proper standard, liberal treatment in the way of return is 
absolutely necessary; that in order to borrow money to make 
extensions and improvements, it is necessary for the utilities to 
make a reasonable profit in addition to mere interest: that the 
public should be protected in the way of securing service as well as 
in the matter of rates; that the public will not be benefited by driv- 
ing private ownership from the utility field; that with money cost- 
ing 8 to 10 per cent, and a rate of return of only 7 per cent, the end 
will not be long postponed. 

In conclusion, extracts from several Public Service Commission 
decisions and also one report will be given. 

Judge Thomas M. Cooley, first Chairman of the Interstate Com- 
merce Commission, in the Report for 1888, page 22, gave expression 
to the following: 

The public can never be in the wrong in demanding good service when 
fair rates are considered; an enlightened public sentiment will never object 
to fair rates when it is understood that good service is conditional upon them. 

The following is an extract from a decision of the California Rail- 
road Commission in City and County of San Francisco v. Pacific 
Gas and Electric Company. Decision No. 4736, case No. 839, 
P. U. R. 1918-A, January 31, 1918: 

The Commission in fixing a rate of return must be liberal, lest too strict a 
portion result in turning capital to other fields of enterprise. In this case we 
shall recommend rates which to the best of our judgment will yield to the 
company a return of 8 per cent on the fair value of the property used and 
useful. 

Wisconsin Railroad Commission in Re: Milwaukee Electric 
Railway and Light Company; in P. U. R. 1918-A, February, 1918, 
798, appears the following : 

Increases in rates necessary to enable a public utility efficiently to perform 
its public obligations and to render adequate service cannot be avoided. The 
revenues of a pubic utility should not be allowed to decrease owing to abnor- 
mally high operating costs until a point is reached where a question of difficulty 
to meet fixed charges is seriously presented. 
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In the case of the New York Public Service Commission, 1st 
District, Re: New York and North Shore Traction Company, No. 
2217, decided January 10, 1918, P. U. R. 1918, February, 893, it was 
stated : 

The State, through the Commission, endeavors to see to it that upon the 
business done by the company, rates reasonable for the service and produc- 
tive of a reasonable revenue, are charged. Otherwise, the company must go 
out of business or rely on the charity of investors. It is obvious that any busi- 
ness, to continue, must have a revenue that will do more than meet the mere 

cost of currently running the business There is no way of getting 

something for nothing over a long period of time. 

In a decision by the Oregon State Public Service Commission 
handed down January 5, 1918, pertaining to the Portland Railroad 
Light and Power Company, it was stated as follows: 

It is time for the public to realize that the powers conferred upon public 
service commissions, thoroughly tested and upheld by the courts, are ample 
for the protection of the public against all the evils from which they suffered 

in the past It is time also to realize that good service can be 

obtained only by just and equitable treatment No starved horse 

ever pulled a heavy load The utilities have been deprived of the 

power to make unjust profits. They must also be protected against unjust 

losses If a utility is driven into a position where its credit is 

impaired and it can obtain money for operations and extensions only at un- 
reasonable cost, the public must share the loss. 

DISCUSSION 

L. R. Howson : The paper is timely in that it points out that only 
one of the items making up a fair gross income has received any 
increase. A fair gross income must be sufficient to pay operating 
charges and in addition a fair return to the investor. So far as the 
speaker knows, all of the rate increases that have been granted by 
regulatory bodies have taken only the former into consideration, 
that is they have raised the rates just sufficiently to cover the in- 
creased cost of operation, but have not taken any consideration of 
the increased cost of money, and the corresponding shrinkage in the 
net return. It was recognized prior to the war that in order to 
attract capital into utility investments, there had to be a margin 
from 2 to 3 per cent above the interest rates and that was why 7 or 
8 per cent was allowed by the Commissions in addition to operating 
and depreciation charges. That margin has been wiped out; there 
is no incentive for capital to go into utility investments as present. 
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C. R. Henderson: The speaker is much interested in that part 
of the paper wherein the author explained that there was something 
more in the cost of money than the interest charges. The cost of 
making the loan, including attorney's fees, discounts and other 
expenses in connection with the reissuing of securities, when spread 
over a short time of years makes quite a difference, which was sur- 
prising. 

There is one point which might be added. Utilities are now pay- 
ing about 8 per cent for money, instead of about 4 or 4J per cent, 
as formerly. They are required by the terms of their contracts to 
make extensions and betterments. These improvements cost twice 
as much to make as formerly. For instance, a short time ago a 
6-inch main could be laid for about SI. 00 per foot. The cost now 
would be about $2.00 per foot, therefore the cost of extensions has 
doubled and the cost of money with which to make the extensions 
has doubled, so that the cost to the utility is four times as much as 
formerly. This cannot go on very long without there being a large 
increase in rates for service. So far the rates of water works com- 
panies have not been increased very much. In some cases not at 
all, and in others 15 to 20 per cent only. 



